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PREFACE 


This booklet has been prepared as part of Labour Canada’s policy to promote 
understanding and co-operation in matters affecting labour relations. We hope 
it will be helpful in giving employees some basic information about employer- 
sponsored pension plans. 


Labour Canada has no direct authority for either private or public pension plans. 
These are matters under the jurisdiction of the provincial governments and 
other departments of the Government of Canada. 


Pensions, however, represent an increasingly important part of the compensation 
of workers and of their security, and therefore have a direct bearing on relations 
between employers and employees. For this reason, they raise questions of 
direct concern to the department. 


John Munro 
Minister of Labour 


March 1978 


Digitized by the Internet Archive 
in 2022 with funding from 
University of Toronto 


https://archive.org/details/31/6111/666/784 


INTRODUCTION 


In addition to the Canada Pension Plan and Quebec Pension Plan, there are 
about 16,000 private, employer-sponsored pension plans in Canada covering 
some 3.9 million employees. Most of these plans are very small, covering only 
five or ten persons but others cover many thousands of members. 


For some years interest in pension plans has been growing. No doubt part of 
the reason is that more Canadians than ever before are reaching retirement 
age. In 1975, 2 million persons were 65 years of age and older compared with 
768,000 in 1941. Pensions have become increasingly important in employer- 
employee relations and as an issue in collective bargaining. This publication is 
intended to give employees some basic information about the different types of 
pension plans, how they operate and the protection the federal and provincial 
governments, who share the responsibility for regulating private pensions, give 
them and their members. 


THE CANADIAN RETIREMENT INCOME SYSTEM 
Our retirement income system can be said to have three main parts: 


1. Old Age Security (OAS) provides a basic income to virtually all Canadians 
65 years of age and over, whether or not they have been members of the paid 
labour force. For those who have little other income, OAS benefits are 
increased by the Guaranteed Income Supplement (GIS) and in addition, 
several provinces provide supplements to these benefits. 


2. The Canada Pension Plan (CPP) and the Quebec Pension Plan (QPP), which 
provide retirement pensions to all working Canadians based on earnings from 
employment. 


3. Retirement income from private pension plans and personal savings. 


What is an adequate retirement income? Many think that it should be an 
amount sufficient to maintain former living standards after retirement. This 
does not require the same total income as before, because many work-related 
expenses end with retirement. Examples are: premiums for unemployment 
insurance, and such other deductions from paychecks as pension contributions 
to the Canada or Quebec Pension Plan or to an employer-sponsored pension 
plan. Other examples are transportation to and from work, purchased lunches 
and coffee breaks, clothing used at work and savings for retirement. Bear in 
mind also that there are extra income tax exemptions for persons 65 years of 
age and older, as well as a special income tax exemption for income from re- 
gistered pension and retirement savings plans. Very few of those reaching retire- 
ment age are still supporting children. As a result, most people can maintain 
about the same standard of living with a lower total income after retirement. 


Before considering how much income should be provided by a private pension 
plan, one should first look at the amount supplied by the first two parts of the 
pension system; OAS/GIS and CPP/QPP. 


As an example, consider the situation of an Ontario family with a single wage- 
earner drawing a gross salary of $13,000 a year (roughly equal to the average 
industrial wage rate in 1977). Assume that this person worked to the end of 
1977 and reached retirement age of 65 years along with his or her spouse on 
January 1, 1978. After taking account of income tax payments, Ontario tax 
credits and premiums for CPP, UIC, and OHIP coverage, this individual’s take- 
home pay for 1977 would amount to about $10,600. What take-home income 
could this couple expect to receive during their first year of retirement? 


They would receive about $7,700 from CPP, OAS/GIS and the Ontario tax 
credit program. In other words, their net income in retirement would equal 
about 73 per cent of their pre-retirement take-home pay. Since this income 
would be fully indexed to consumer prices it would rise in subsequent years 
to meet changes in the cost of living. For couples in other provinces, the take- 
home retirement income may differ because of differences in income tax and 
hospital and medical care programs. 


If we apply the same sort of analysis to a person whose earnings were lower 
than the average industrial wage, the net income of the couple in retirement 
would be more than 73 per cent of pre-retirement take-home pay. This 
is because OAS/GIS payments would replace a higher proportion of the former 
earnings. For a couple where the wage-earner had still lower pre-retirement 
earnings, it is of course possible for OAS/GIS and CPP/OPP to replace as much 
as 100 per cent of former take-home pay. 


On the other hand, where earnings have been well above the average industrial 
wage rate, the public pension plans will replace a smaller proportion of former 
take-home pay. This is where retirement income from private pension plans 
and personal savings becomes especially important. Persons retiring before 
reaching 65 years of age must also rely on private pensions for income between 
retirement and attainment of 65 years of age, when pensions from the public 
plans become payable. 


It might be useful at this point to examine the various types of private, em- 
ployer-sponsored plans in Canada. 


PRIVATE PLANS 


There are two main approaches to the design of private pension plans. One 
approach is for the employer to promise certain contributions to the plan but to 
make no promises regarding the level of pensions that will be payable to retired 
employees. In this case, the level of pension benefits will depend on the amount 
of accumulated contributions and interest earned by the fund. 


Such plans are usually called ‘defined contribution’ plans. Some advantages 
of this type are that the employer’s costs are predictable and administration of 
the plan is not complicated or expensive. Once the employer has paid his contri- 
bution, his pension obligations for that year are fulfilled. For this reason, this 
type of plan is often favoured by small firms. An obvious disadvantage is that 
it is difficult for employees to forecast the size of pensions that will become 
payable at retirement. 


There are two types of ‘defined contribution’ plans, ‘money purchase’ and 
‘profit sharing’. 


Money Purchase 


Although they cover only about 5 per cent of all pension plan members, 
about half of Canadian pension plans are of the ‘money purchase’ variety. 
Under this type of plan, employers (and in some cases, employees) make 
contributions at defined rates, usually expressed as a percentage of the 
employees’ earnings. In a typical plan, the employer and employees each 
might contribute an amount equal to 5 per cent of annual salaries. The 
accumulated contributions together with interest are used to provide pensions 
at levels determined by the experience of the fund. 


Profit Sharing 


‘Profit sharing’ pension plans are similar in principle to ‘money purchase’ 
plans except that the employer's contribution is related to his profits instead 
of to employee earnings. A prerequisite to registration of the plan with 
Revenue Canada, Taxation is that.a minimum contribution of 1 per cent of 
salary must be made to the plan whether or not a profit is earned in a year. 
‘Profit sharing’ pension plans are not widely used in Canada. Only about 
11/2 per cent of plans are of this kind, covering about 1/2 per cent of the 
membership of all plans. 


The other general type of pension plan, ‘defined benefit’, is where the employer, 
instead of promising to make certain contributions, promises to pay pensions at. 
a certain rate, based on a prescribed pension formula. The plan might, for 
example, promise a pension equal to 1 per cent of final average salary for each 
year of service. In this case, the cost to the employer is difficult to estimate 
accurately, as it will depend on such things as future wage increases, long-term 
earnings of the fund, rates of retirement each year and the ages at which em- 
ployees and pensioners die. 


The employer's contributions are likely to change from time to time, depending 
on the experience of the plan. This is sometimes the cause of disputes in col- 
lective bargaining when unions and management disagree on the long-term cost 
to the employer of operating the plan. 


Under the ‘defined benefit’ approach, employees can estimate with csaanea 
accuracy the level of pensions they will receive at retirement. 


There are two types of ‘defined benefit’ plans, ‘unit benefit’ and ‘flat benefit’. 


Unit Benefit 


About 75 per cent of the members of all plans are covered by ‘unit benefit’ 
plans, where a unit of pension entitlement equal to some percentage of 
earnings is payable for each year of service. For example a plan might provide 
a pension equal to 1 per cent of final average salary for each year of service 
with the employer. Plans of this type are common in large corporations and 
government employment. A variety of formulas are found in ‘unit benefit’ 
plans. The salary base on which benefits are calculated may be one of the 
following: 


Final earnings — The unit of pension for each year of service is a fixed per- 
centage of the employee's earnings at the time of retirement. 
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Final average earnings — The unit of pension for each year of service is a 
fixed percentage of the employee's average earnings during a specified period 
immediately before retirement. For example, the unit of pension might be 
1 per cent of average annual earnings for the five years just before retirement. 


Average best earnings — The unit of pension for each year of service is a fixed 
percentage of the employee’s average earnings during a specified period of 
best earnings. For example, the unit of pension might be 1 per cent of the 
average of the five highest years of earnings in the ten-year period just before 
retirement. About half the members of all plans have benefits calculated on 
average best earnings. 


Career average earnings — Each year employees earn a unit of pension equal 
to a percentage of their earnings in that year; for example, a pension of 1 
per cent of earnings for each year of service. The benefit formula may be 
expressed as a fixed percentage of average earnings over the entire period of 
the member’s participation in the plan for each year of service, or expressed 
as a percentage of either the employee's total pension contributions or total 
compensation. 


Level percentage of earnings — The pension benefit at retirement is equal to a 
specified percentage of the employee's earnings at a specified time, generally 
without regard to years of service. For example, the pension benefit might be 
25 per cent of the employee’s annual earnings at date of entry into the plan. 
Plans of this type are very rare. 


Flat Benefit 


‘Flat benefit’ plans are found in industrial employment where there is not a 
large spread between salaries. The benefit is a monthly flat dollar amount for 
each year of service, regardless of earnings. For example, the pension might 
be $10.00 a month for each year of service. Less than 6 per cent of plans 
are of this type but coverage extends to 18 per cent of all pension plan 
membership. 


REGULATION OF PENSION PLANS 


It is vitally important to the security of pension plan members that funding 
and investment practices and the general operation of plans be closely super- 
vised. Although there is no legislation that requires employers to provide pension 
plans, the federal government and some provincial governments have assumed 
a number of supervisory responsibilities over existing plans. 


To encourage the development of private pension plans, the Government of 
Canada allows income tax deductions for pension contributions by employers 
and employees, provided plans meet certain conditions. About three-quarters 
of pension plans in Canada require contributions from members. The rules 
governing the registration of pension plans for income tax purposes are set out 
by Revenue Canada, Taxation, in its Information Circular on Employees’ Pen- 
sion Plans. The current circular is No. 72-13R4. 


One of the conditions is that pension funds must not remain under the complete 
custody and control of either the employer or the employees. To be registered 
a plan must be funded in one of the following ways: 


— an insurance contract with a company authorized to conduct a life insurance 
business in Canada, 


— a trust in Canada whose trustees are either a trust company or a group of 
individuals, at least three of whom live in Canada and one of whom must be 
independent of the employer and employees 


— a corporate pension society, or 
— an arrangement administered by the Government of Canada or of a province. 


Another condition is that an employees’ pension plan must be established by 
an employer or group of employers or by a union in conjunction with em- 
ployers. In other words, an employer must be a participant in operating a plan 
and must make financial contributions to it. A plan where a group of individuals 
agree to make provision for themselves or their beneficiaries will not be accepted 
for registration as an employees’ pension plan. Such individuals can provide for 
their retirement by contributing to registered retirement savings plans, which 
qualify for tax exemption in a way similar to employees’ pension plans. 


In addition to the rules set out by Revenue Canada, six provinces (Alberta, 
Saskatchewan, Manitoba, Ontario, Quebec and Nova Scotia) have Pension 
Benefits Acts to improve the portability of pensions and to set standards of 
funding, solvency and investments for pension plans covering employees within 
their boundaries. A similar statute, the Pension Benefits Standards Act, regulates 
pension plans in industries under the jurisdiction of the Government of Canada, 
such as banks, railways, airlines, shipping companies and radio and other com- 
munications companies. The federal Act also regulates pension plans covering 
employees in the Yukon and Northwest Territories. About 85 per cent of all 
Canadian pension plans are regulated by the seven Pension Benefits Acts. 


These are a few of the standards that pension plans must meet: 


Information 


The employer must provide each employee with a written explanation of 
the terms of the pension plan, the rights and duties of the employee and the 
particulars of any amendments to the plan. 


Establishing Rights to Pensions 


A member of a plan who terminates his employment at the age of 45 years. 
or more (or at any age in Manitoba) with at least 10 years of continuous 
service has a ‘vested right’ to a deferred pension commencing at the normal 
retirement age provided by the plan. At the same time, where a plan requires 
pension contributions from employees, these are ‘locked in’ to the plan and 
are not refundable to a departing employee of 45 years of age and over who 
qualifies for a deferred pension. 


Funding and Solvency 


At least once every three years the employer must have the pension plan 
reviewed and evaluated by a qualified actuary to determine whether the 
contributions and interest are going to be sufficient to meet the costs of the 
plan. The employer must send a copy of the valuation report to the admin- 
istrator of the Pension Benefits Act. 


Plans must be properly funded by regular payments that will accumulate to 
an amount sufficient to pay the pensions promised. The authorities admin- 
istering the Pension Benefits Acts may inspect or audit any books (and 
usually the securities held by the pension plan) to determine whether the 
Act or Regulations are being complied with. 


investment 


The Pension Benefits Acts define in detail the types of investment that are 
permissible. To reduce risk, they place some limitations on the way funds 
may be invested and prohibit the investment of more than 10 per cent of the 
assets of a fund in the securities of any one company. This limitation applies 
to investment in the company sponsoring the pension plan, and prevents an 
employer from using the pension fund to finance his own operations. 


aon 
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Apart from the federal and provincial pension legislation, provincial Trustee Acts 
govern the duties, powers and liabilities of pension plan trustees. Under these 
Acts, a trustee’s primary duty is to the members and not to the sponsor of the 
plan. He is responsible for safeguarding the funds entrusted to him and for 
investing them in a manner consistent with the objectives of the pension plan. 


Some pension plans include different provisions for men and women in such 
matters as eligibility to join the plan and retirement age. Differences in treat- 
ment on grounds of marital status are found in some plans where benefits for 
dependants are not available to single employees. Others limit participation in 
the plan to those above a certain age. Several provinces protect pension plan 
members from unfair treatment through human rights legislation or fair em- 
ployment practices Acts. The Government of Canada has taken similar action 
for those under its jurisdiction through the Canadian Human Rights Act. 


SOME CURRENT CONSIDERATIONS ON PENSIONS 


In the past few years a number of newspaper and magazine articles on pension 
matters have appeared. They have presented a variety of points of view and in 
some cases have expressed concerns about several aspects of the retirement 
income system. Some of these current concerns about pensions are: 


The Number of Persons Covered by Private Pension Plans 


Between 1960 and 1976 the number of employees covered by private pension 
plans rose from 1.8 million to 3.9 million, an increase of more than 100 per 
cent. It is estimated that of the paid workers who have a full-time attachment. 
to the labour force, about 50 per cent are covered by private pension plans. 


According to data compiled by Statistics Canada”, pension plan membership 
is greater among employees in the higher income groups. As has been mentioned 
earlier, lower paid workers can obtain reasonable proportions of their pre- 
retirement earnings from the CPP/QPP and OAS, at least when the spouse also 
is entitled to OAS. Some have argued, therefore, that many employees with 
low incomes are fairly well served by the public pension programs and need 
not be covered by private plans. It is argued that perhaps they should not be 
expected to receive part of their already low compensation in the form of 
future benefits from private pension plans. 


*Pension Plans in Canada — 1974. Statistics Canada, April 1976. Catalogue 74-401. 


On the other hand, there are those who contend that the private pension system 
does not cover a sufficiently large proportion of the labour force and that all 
employers should be required to provide pension plans. Others think the scope 
of the CPP and OPP should be enlarged so that pension contributions and 
benefits would be based on higher earnings than at present. 


Preserving Pension Benefits when Changing Employers 


Even though about 50 per cent of the labour force is now covered by private 
pension plans, these individuals will not necessarily accumulate pension credits 
for all their working years. Only those who spend most of their working lives 
as members of one employer’s pension plan are usually able to retire with 
adequate pensions. 


Similarly, workers in certain industries such as forest products and construction 
have industry-wide plans covering a number of employees in the same industry. 
Some of these plans cover trade union members wherever they are employed. 
Under such multi-employer plans many Canadians can accumulate pension 
credits for most of their working years even though they may work for several 
employers. 


Difficulties arise, however, for mobile employees who are covered by final 
average pension plans, in which the employer promises a certain benefit at 
retirement age for each year of service. In provinces where pensions are regu- 
lated by a Pension Benefits Act, those who terminate their employment after 
10 or more years of service and after having attained 45 years of age will become 
eligible at the normal retirement age to a pension based on that service. Even 
though this deferred pension may be calculated on the average salary earned in 
the final years of the employee's service with the company, when the pension 
becomes payable some years later it will probably bear little relationship to 
his earnings or his needs at that time. This is because it has not kept pace with 
inflation or with higher salary levels gained in the new employment. So even 
if the “‘vesting’’ of rights to benefits could be extended to earlier ages of termi- 
nating employment, this would not completely solve the problems of the mobile 
employee in accumulating enough private pension benefits from several plans. 


Retirement Age 


A basic feature of every pension plan is the normal retirement age. This is the 
age at which members are entitled to retire with a full earned pension without 
reduction. In 1974, normal retirement at 65 years of age for men and women 


was provided for by 77 per cent of all pension plans covering 67 per cent of all 
members. 


Some employers provide for compulsory retirement at age 65, regardless of 
whether the employee wishes to retire. Other firms have a normal retirement 
age but permit the employee to remain longer at the request of the employer 
or by mutual agreement. 


Recently there has been a lot of public discussion about compulsory retirement 
ages. There is a growing interest in wiping out compulsory retirement on the 
basis of age until at least 70 years of age. Some human rights organizations 
argue that age should not be a reason for retirement at all. In these circum- 
stances, compulsory retirement would presumably be based only on inability 
to perform the job satisfactorily. 


In plans allowing employees to choose retirement before normal retirement 
age, the pension is often reduced by an amount called an ‘actuarial reduction’. 
There are two reasons for this. The first is that early retirement reduces the 
period during which contributions and interest can accumulate to pay for the 
benefits. Secondly, early retirement pensions are payable for longer average 
periods. About 95 per cent of all members belong to plans permitting early 
retirement at the option of the employer, the employee or by mutual consent. 


A desirable goal for a pension plan would seem to be flexilole retirement rules 
that would allow earlier retirement under certain conditions as well as the option 
to work beyond the normal retirement age. In this way the needs and wishes 
of individual employees would be taken into account in deciding the appro- 
priate time to retire. 


Size of Benefits 


In some cases a formula for calculating pension benefits may not appear very 
generous, but the pensions may be separated from CPP/OPP with the result that 
the combined benefits are quite favourable. Some think that a desirable goal for 
a pension plan would be a level of retirement income from both public and 
private sources of about 60 to 70 per cent of pre-retirement average earnings. 
Accompanied by the additional income-tax exemption for pension income and 
the elimination of work-related expenses, this would generally provide an 
adequate income level. 


For a private plan to fulfil this goal for a person whose income is well above 
the average industrial wage rate, a pensioner would need to have many years of 
pensionable service. Furthermore, because of portability problems, much better 
benefits are payable through long service under one plan than is usually possible 
through participation in several plans. 


To give some idea of the benefit rates provided by private plans, the percentage 
of unit benefit plan members having their benefits calculated at 2 per cent or 
more for each year of service increased from 52.4 in 1965 to 70.9 in 1974. The 
greatest Movement toward the 2 per cent formula is found in plans based on 
Career-average earnings, where the percentage of members in 2 per cent plans 
increased from 29.5 to 60.4 since 1965. It should be noted that most unit 
benefit plans are integrated with the CPP/OPP. Under integrated arrangements, 
benefits in the private plan are offset by all or part of the CPP/OPP benefits. 


However, much of this improvement has gone to employees in the public sector 
of the labour force, e.g., teachers, nurses, and government employees. About 
90 per cent of those in public sector unit benefit plans have benefits calculated 
at 2 per cent or more. In this private sector, about one-third of those in unit 
benefit plans have a benefit rate of 2 per cent or more, and most were members 
of career-average plans. Benefits calculated at 2 per cent for each year of service 
in a career-average plan may not be as favourable as those calculated at, for 
example, 1-1/2 per cent in a final-average earnings plan. It should be noted that 
virtually all employees in the public sector pay pension contributions in addition 
to those paid by their employers, compared with only about 56 per cent in the 
private sector. 


Pensions to Survivors on the Death of the Employee or Pensioner 


The CPP and QPP provide survivors’ pensions to the dependants of deceased 
contributors. Some private plans, as well as paying pensions for retirement and 
disability, provide benefits to survivors on the death of an employee or a pen- 
sioner. 


In the public sector about 83 per cent of members belong to plans that pay a 
widow's benefit if the employee dies before retirement. In the private sector, 
only 23 per cent have this protection, and they are mainly members of the larger 
pension plans. 


In cases of death after retirement, where a widow’s benefit is provided, the 
pension is typically 50 per cent of the member’s pension. About 75 per cent of 
public sector members are in plans providing widows’ pensions compared with 
less than 18 per cent in the private sector. 


Although many pension plans provide survivors’ pensions equal to at least 50 
per cent of the member’s pension, similar protection is often provided through 
group life insurance contracts. 


Preserving the Value of Pensions in Payment 


During the last few years inflation has reduced the real value of pensions in 
payment. Some of this loss in value has been made up to pensioners through 
improvements in the public pension system, such as increases to OAS and the 
introduction of the GIS and provincial supplements. In addition, the OAS and 
CPP/OPP payments have been fully indexed to the cost of living. These measures 
guarantee a minimum income to everyone. In spite of this, a number of pen- 
sioners are in situations where their total pension income has not kept pace with 
increases in the cost of living. 


To provide some help in this situation, many employers have made occasional 
adjustments to pensions in payment. These increases often take into account 
the number of years since retirement. The ability of an employer to increase 
pensions depends to a great extent on his financial situation. Unfortunately, the 
inflation years have not been favourable ones for the investment of pension 
funds. A smaller number of employers have “‘indexed’’ pensions to consumer 
prices or some other indicator of inflation. Many have been unable to go beyond 
their original pension promise, which was to pay benefits based on the salary 
earned during employment. 


It is easy to understand the concerns of Canadians for their pensioners. There is 
general agreement that every effort should be made to preserve the value of 
pensions and thus provide protection against declines in the standard of living 
in old age. 


The Future 


These and other matters of current interest to Canadians are being closely 
examined. Since mid-1976, the Government of Canada has been examining 
virtually all aspects of public and private pensions. The Government of Ontario . 
also has announced the appointment of a Royal Commission to review public 
and private pensions. The Government of Quebec appointed a Study Committee 
in 1976 with much the same purpose. 


The objective of these studies is to determine what adjustments might make 
the retirement income system more effective. It is hoped these efforts will 
result in improvements that will assist Canadians to provide for their retire- 
ment years. 


SOURCES OF ADDITIONAL INFORMATION 


For further information about employer-sponsored pension plans, the following 
sources are suggested. 


Regulation of Pension Plans 


The current Information Circular issued by the Department of National Revenue, 
Taxation, on Employees’ Pension Plans (No. 72-13R4) gives information on the 
requirements of the Income Tax Act and of the administrative rules governing 
the registration of employees’ pension plans. Circulars are available from District 
Taxation Offices. 


The Pension Benefits Act of the province in which the pension plan is based. 
Provinces having this type of legislation are Alberta, Saskatchewan, Manitoba, 
Ontario, Quebec and Nova Scotia. The Pension Benefits Standards Act enacted 
by the Government of Canada covers plans based in the Yukon and Northwest 
Territories as well as those for employees under federal jurisdiction (such as 
railways, airlines, banks, radio and television companies). These Acts set out 
standards for investment, funding, solvency, vesting of benefits and information 
to members. Copies may be obtained from the government concerned. 


Statistics on Pension Plans 


Pension Plans in Canada — 1976. Statistics Canada. Catalogue 74-401. This 
report gives comprehensive information on many aspects of pension plans, 
including coverage of the workforce, integration with CPP/QPP, contribution 
rates, benefit rates, vesting on termination of employment, retirement ages and 
death benefits. It can be obtained from Statistics Canada, Ottawa, at a cost of 
approximately $2.00. 


Trusteed Pension Plans, Financial Statistics. Statistics Canada. Catalogue 74-201. 
The report contains data on the financial operations of pension plans and is 
published annually. It can be obtained from Statistics Canada, Ottawa, at a 
cost of $1.05. 


Further Information 


More information may be obtained from the variety of books that have been 
written on the subject of pension plans. Two of these are: 


Mercer Handbook of Canadian Pension and Welfare Plans, 1977. Edited by 
Laurence E. Coward. CCH Canadian Limited, Don Mills, Ottawa, Montreal, and 
Vancouver. 


Fundamentals of Private Pensions. Dan M. McGill. Published for the University 
of Pennsylvania by R.D. Irwin — 1964. 
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